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Attorney Docket No. 2815 

Background of The Invention 

The present invention relates to a system and method for analyzing and originating 
a contractual option arrangement for selling bank deposits at a predetermined price. 

Maintaining access to capital financing is a primary responsibility of bank 
management. Financial institutions that can best guarantee access to equity are often best 
positioned to weather industry cycles and take advantage of new opportunities that require 
capital investment. Unfortunately, the traditional method of attracting outside equity 
ji investment - selling common equity securities - is not suitable for contingency planning. 

o 

fU There is normally little chance of reliably securing financing commitments in anticipation 

Q 

of a future unspecified need. Consequently, timing issues make raising equity only when it 

£0 

r is needed an uncertain and costly process. 

Associated with maintaining access to financing sources is management's role in 
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^3 effectively communicating the institution's true fundamental value to the investment 
community. Success in doing so relies in large part on the details of the institution's 
financial condition. Analyzing those details and valuing the different componentis of an 
institution's financial condition is a complex undertaking that often yields imprecise results. 
Nevertheless, a wide variety of market and regulatory participants have critical needs for 
such information. Long-standing procedures for quantifying values of different balance sheet 
components are continually employed by investors, accounting firms, bank regulators, an^' 
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consultants in a variety of different manners. 

In their simplest form, investors use these techniques to search for profit opportunities 
that are not immediately evident from a superficial reading of a bank's financial statements. 
Potential opportunities can be identified in the differences between historically determined, 
conservatively stated book values and estimated current market values. For instance, assets 
that were acquired previously (and valued when acquired) might now have substantially 
higher current values that are not recognized on financial statements. 

Management and consultants use more complex valuation procedures to determine 

£3 
t— 

ffi the costs and profitability of individual lines of business and individual customer 

IJ 

fU relationships. Investors, management and regulators also apply estimating techniques for 
risk analysis purposes. For instance, by accurately accounting for the pricing and timmg, 

u 

f 0 differences between assets and liabilities, observers can forecast an institution 's exposure to 

!=- 

^ fluctuations in the external interest rate environment. 

Apart from analyzing ongoing businesses, valuation techniques are used in 
transaction-specific circumstances, such as to account for changes brought by merger and 
acquisition activity. These valuation techniques will now be briefly discussed. 
Acquisition Accounting 

Under Generally Accepted Accounting Principals (GAAP), mergers and acquisitions 
have traditionally been accounted for in one of two ways. Transactions in which sellers 
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receive compensation only in the form of common stock of the buyer may currently be 

accounted for as "pooling-of-interest" transactions. Accounting for pooling transactions is 

simply a matter of aggregating the existing book values of the separate financial statements 

into a newly merged single set of statements. 

Acquisitions in which sellers receive compensation, in part or in whole, other than in 

the form of the buyer's common shares are treated as "purchase accounting" transactions. 

Acquisitions structured as purchase transactions require that the selling company's financial 
^'f statements be re-valued as of the transaction date (a practice often labeled "marking-to- 

market"). Unlike pooling of interest accounting, purchase accounting requires that the 
iU purchase premium over book value be allocated to different parts of the seller's balance 

sheet. 

n 

fU The philosophy behind this purchase accounting practice is to quantify the reasons 

.i: why a buyer paid a particular purchase price. By re-valuing various balance sheet elements 
(primarily assets) as if they were to be liquidated at their current values, purchase accounting 
can accurately allocate portions of the purchase premium to specific assets. For instance, 
assume that Bank A buys Bank B for $20 million in cash. Assume further that, prior to 
closing, Bank B has been valued according to GAAP as follows: 
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Total Assets 


$100 million 


Cash 


$3 million 


Investments 


$30 million 


Loans 


$62 million 


Premises 


$1 million 


Other 


$4 million 


Total Liabilities 


$92 million 


Checking 


$15 million 


Savings 


$25 million 


NOW 


$10 million 


Money Market 


$10 million 


Cert, of Deposit 


$30 million 


Other 


$2 million 


Total Equity 


$8 million 


Preferred 




Common 


$1 million 


Paid-in 


$1 million 


Retained 


$6 million 



H ! 

o 

j,^ On the sale date, the buyer's auditors will mark-to-market Bank B's balance sheet, and 
allocate the $12 million purchase premium ($20 million purchase price minus equity book 
value of $8 million) to the differences between market and book among the various assets. 
Normally the first step in the allocation process is to identify "tangible purchase 
adjustments", or differences between market and book value for assets with established (and 
therefore "tangible") market values. For instance, an appraisal of the seller's premises would 
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be ordered. If Bank B's premises are relatively old. Bank B may have depreciated the initial 
cost of the property to a point well below its current market value. GAAP would require that 
Bank B's premises account be restated to reflect the difference. Therefore, a $1 million 
write-up in the value of Bank B's building would account for $1 million of the $12 million 
purchase premium. 

Next, the bonds in Bank B's investment portfolio, which normally are all high quality, 
marketable securities, will be priced. Due to changes in rates and other factors, these 
[t investments individually may be worth more, or less, than their original purchase price. If, 

fU in the aggregate, they are worth more, under GAAP the accountants will restate Bank B's 

W 

investments upward, reflecting the appreciation and simultaneously reducing the unallocated 

16 

g ' portion of the purchase premium. 

f U Valuation methodology would then be applied to Bank B 's loan portfolio. Obtaming 

accurate values for the bank' s loan portfolio may be more difficult than ascertaining current 
market values of real estate or investments as outlined above. Individual loans cannot be as 
accurately priced as individual high-quality bonds. Instead, the loans are likely to be 
analyzed using portfolio estimating techniques to measure pricing, risk and random effects. 

As can be seen, ambiguity in valuing balance sheet items renders purchase accounting 
an inexact process. Generally, tangible purchase accounting adjustments are limited to the 
assets with the most clearly justifiable estimated market values. Once these adjustments are 
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made, any remaining unallocated portion of a purchase premium is assigned to intangible 
adjustments, such as goodwill, which are not as easily quantified. 
Valuing Goodwill and Other Intangibles 

Because values of intangible assets are less certain than those of tangible assets, 
regulators discount intangible assets when evaluating financial institutions for capital 
adequacy purposes. Specifically, the Federal Reserve Board (FRB) requires that the 
intangible portion of a purchase premium must be deducted from the acquiring bank holding 
company's proforma consolidated capital. From a regulatory perspective, intangible 
adjustments make it difficult for banks to engage in purchase accounting transactions versus 
pooling of interest transactions. Goodwill is an intangible asset category. It is used as a plug 
figure when all other adjustments have been made, but goodwill, as a concept, is technically 
no more than an attempt to quantify the impossible to accurately measure value found in 
established selling businesses due to factors like their reputations or brand identities. Yet 
these factors are often not why buyers pay large premiums for selling banks. Selling banks 
may have created some intangible market value attributable to such factors, but a greater 
value is often placed on their ability to borrow money cheaply. 

Just as there is value in lending money at higher than market rates, there is value in 
borrowing money at lower than market rates. Financial institutions generate liability fiinding 
cost savings by attracting core deposits with their convenient access to the payment system 
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and FDIC deposit insurance. This reality is partially incorporated in a less frequently applied 
purchase accounting adjustment - the core deposit intangible. This adjustment is, obviously, 
just as intangible as goodwill. Although it may be a more accurate representation of the 
rationale behind the purchase premium, it is deducted just the same from proforma regulatory 
capital. Buyers, therefore, frequently do not take the time to allocate their excess purchase 
premiums in this manner. 

This intangible treatment rests on the determination that bank liability bases have 
j= values that are too ambiguous to measure for accounting purposes. While this may be the 
fy case for accountmg purposes, it is likely not the case for investment purposes. Third party 

ins 

ry market participants, given the opportunity to obtain low cost deposit bases, normally pay 
■f more than book value for them. The Resolution Trust Coiporation (RTC) helped defray the 
fU costs of the Savings & Loan crisis of the 1980's by auctioning the deposit bases of failed 
^ thrifts at a profit. Commercial bank deposit bases, some of which are spun-off every year 
by acquirers divesting for antitrust purposes, are often considered even more valuable due 
to the presence of a larger number of non-interest bearing demand deposits. 

Quantitative analysis methods can be used to demonstrate the potential fair values of 
core deposits, but it is believed that modifying and extending them to incorporate the steps 
necessary to create a mechanism to contractually establish their actual market values has 
never been done. 
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The benefits of providing a contingency mechanism for buying and selling core 
deposit bases would be numerous. A new market in which third parties are contractually 
obligated to pay pre-established fixed prices for a certain dollar amount of deposits would 
be an additional method for bank holding companies to obtain advance commitments to raise 
tangible equity capital. Financial institutions could better justify their intrinsic values to the 
capital markets, thus facilitating better access to financing sources. Sellers could more 
reliably obtain market prices without burdening themselves with the credit and liquidity risks 
brought about in pooling transactions. Equity capital would be more efficiently employed 

P 

f U without the potential dangers of enabling acquirers to speculate on unreliable future values 

W 

with leveraged financing. Management, employees, regulators and other industry 

t:0 

participants would be more clearly informed about the rationale behind merger and 
ry acquisition activity, as well as the fundamental value of financial institutions in general. 

S.l 

a 

Definition Of Claim Terms 

The following terms are used in the claims of the patent as filed and are intended to' 
have their broadest meaning consistent with the requirements of law. 

"Deposit liabilities base" means part or all of the deposit gathering function of a . 
financial institution, including existing funds of individuals, partnerships, corporations and 
public entities on deposit, as well as the function's prospective capabilities (if any) to attract , 
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similar fiinds with benefits such as federal deposit insurance or convenient access to the 
payment system. 

"Financial institution" means firms such as bank holding companies, and FDIC- 
insured commercial banks and thrifts engaged, to at least some degree, in interest margin- 
generating financial intermediation activities. 

Summary of the Invention 

These and other objects are provided by the present invention, which preserves the 
advantages of known methods for valuing intangible assets of banks, while overcoming 
disadvantages associated with such methods, and also providing new advantages not 
previously realized which permit the creation of a market for such assets. 

The present invention is a system and method for analyzing and originating a contract 
wherein a third party (the "writer") agrees to offer a financial institution (the "purchaser") the 
right for a period of time to sell a fixed dollar amount of deposit liabilities to the writer at a 
predetermined price. The invention employs a computer system to generate output regarding 
the subject deposits, which is then incorporated in contractual documents that specify the 
price the writer will pay during a predetermined term for the subject deposits (along with a 
corresponding amount of eligible assets at fair market value), which may be dependent on 
the exercise of a "put" at the option of the purchaser. 

10 
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In the practice of the invention, external market data, or estimates thereof, relating to 
deposit pricing practices, branch divestitures and other pertinent factors are input to the 
computer system. Internal data relating to the subject deposit base is also input to the 
computer system. One or more valuation analyses are performed on the subject deposit base, 
incorporating the external and/or internal data, to determine an estimated market value or 
range of such values. A minimum potential bid price, or range of such prices, is then 
generated and incorporated into the contract documents. 

In one preferred embodiment of the invention, a method is employed for analyzing 
the value of a deposit liabilities base associated with a financial institution and for originating 
contractual documents through which the financial institution obtains the right to sell the 
deposit liabilities base to a third party at a predetermined price. External market data, and 
internal data pertaining to the financial institution, is analyzed and input to a computer 
system. An estimated market value or a range of such values is then calculated for the 
deposit liabilities base. Next, a minimum potential bid price or a range of such prices is 
generated for the deposit liabilities base. These generated prices are then incorporated into 
the contractual documents, which specify the price or range of prices which the third party 
will pay during a predetermined term for the deposit liabilities base. 

In a preferred embodiment, the financial institution exercises its right as specified in 
the contractual documents to sell the deposit liabilities base to the third party. In an 
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alternative embodiment, the external market data may include data relating to deposit pricing 
practices, and the internal data may relate to the deposit liabilities base of the selling financial 
institution. 

In alternative preferred embodiments, the deposit liabilities base may include either 
or both of non-interest bearing and interest bearing deposit accounts. The method of the 
present invention may also incorporate one or more of its steps into a purchase accounting 
acquisition of a selling financial institution. The method may also include the step of 
^ calculating the deposit liabilities base by subtracting an estimated attrition of the deposit 

s 

^ liabilities base fi-om an estimated increase of the deposit liabilities base based on newly 
m attracted funds. 

£0 In an alternative preferred embodiment, a method using a computer system is 

j=y employed for analyzing the value of a deposit liabilities base associated with a financial 
]4 institution. In this embodiment, the financial institution seeks to obtain the right to substitute 
Other deposit fiinds not originally included in the subject deposit liabilities base. Contractual 
documents are originated through which the financial institution obtains the right to sell the 
deposit liabilities base to a third party at a predetermined price. First, external market data, 
and intemal data pertaining to the financial institution, is analyzed and input to the computer 
system. Next, an estimated market value or a range of such values for the deposit liabilities 
base is calculated, and minimum potential bid price(s) are generated. These bid price(s) are 
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incorporated into the contractual documents, which specify the price or range of prices which 
will be paid during a predetermined term for the deposit liabilities. 



Description of the Preferred Embodiments 

An explanation of a preferred embodiment of the system and method for 
implementing a plan to conditionally sell deposit liabilities will now be provided by way of 
a specific example. 

M Suppose that in a purchase accounting transaction. Bank A buys Bank B for $20 

9 

Jf! million. Suppose also that Bank B has book values according to GAAP as follows: 

W 

ru 

$100 million 

$3 million 
$30 million 
$62 million 
$1 million 
$4 million 

$92 million 

$15 million 
$25 million 
$10 million 
$10 million 
Cert, of Deposit $30 million 
Other $2 million 



^ Total Assets 

n 

fy Cash 
M Investments 
^""^ Loans 
^7 Premises 
Other 

Total Liabilities 

Checking 

Savings 

NOW 

Money Market 
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Total Equity 



$8 million 



Preferred 
Common 
Paid-in 
Retained 



$1 million 
$1 million 
$6 million 



I. Inputs 

According to the invention, various intemal data relating to the subject deposit base 
to be transacted may be input to the computer system. By way of example, this intemal data 
may include the following intemal deposit base characteristics: 

A. Intemal Data 



1 . deposit volume 

a. by category, e.g., demand; NOW; IMMA; savings; time 

b. in the aggregate 

2. weighted average cost 

c. by category, e.g., demand; NOW; IMMA; savings; time 

d. in the aggregate 

3. estimated overhead, or other non-interest, costs attributed to deppsit 
services 

e. Fed Functional Cost Analysis/other data 

f. reserve requirement opportunity costs 

g. other opportunity costs 

h. other 

4. estimated changes in future volume 
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i. annual attrition of existing relationships 

i. duration to date 

ii. depositor age 

iii. other 

j. annual retention/expansion/attraction of existing and new 
relationships 

i. historical experience 

External factors - also according to the invention, external market data 
relating to deposit pricing practices, branch divestitures and other pertinent 
transactions is input to the computer system. By way of example, this external 
data may include the following: 

1 . Local, regional and national peer deposit pricing and historical grov^h 
data 

2. comparable market sales data (e.g., numbers of and/or prices paid in 
spin-offs, divestitures, liquidations) 

3. replacement costs 

a. retail replacement 

b. wholesale funding markets (e.g., Federal Home Loan Bank, Fed 
funds market, discount window) 

4. industry trends 

5. general economic conditions 

6. current credit rates (e.g., U.S. Treasury, Agency, municipal and 
corporate debt rates) 

7. rate forecasts 
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II. Outputs 

According to the invention, the computer system analyzes the internal and external 
data as explained here to generate outputs regarding the subject deposit liabilities base. 
These outputs are then incorporated in contractual documents that specify the price the writer 
will pay during a predetermined term for the subject deposit liabilities base (accompanied 
by a corresponding amount of assets at their own fair market value). By way of example, 
these outputs may include: 

A, Comparison outputs, including: 

j^y 1 . local, regional, national peer rankings of the subject deposit liabilities 

iy base versus similar bases 



fU 

^ a. by pricing within deposit category 

b. by mix 

fU 

2. Subject deposit base versus sales comparables 



c. by estimated overhead cost differences 



j,T e. by pricing within deposit category 

f by mix 

g. by estimated overhead cost differences 
3 . Replacement cost comparison 

h. retail replacement 

by pricing within deposit category 

i. by mix 

ii. by estimated overhead cost differences 
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i. wholesale replacement 
iv. by pricing 

V. by estimated overhead cost differences 

B. Net Present value analysis (see Appendix) steps: 

1. determine annual cost savings versus alternative funding activities 

2. determine discount factor (risk-free rate plus additional risk factor) 

3. adjust annual cost savings for risk and time value of money as follows: 
annual cost savings /( 1 -i-discbunt factory 

4. sum the adjusted annual cost savings 

C. Estimated potential market value(s) determined based on ILA.-B. 

D. Formulate potential bid(s), based on C, subject to investment criteria, which 
may include: 

1 . probability analysis of put exercise 

2. contract expiration date 

3. fees 

4. regulatory/accounting factors 

5. options market factors 

It will be understood that muUiple iterations may be performed to further 

refine analysis conclusions. 

Of course, it should be understood that various changes and modifications to the 
preferred embodiments described herein will be apparent to those skilled in the art. Other 
changes and modifications constituting insubstantial differences from the present invention, 
such as those expressed here or others left unexpressed but apparent to those of ordinary skill 
in the art, can be made without departing from the spirit and scope of the present invention 
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and without diminishing its attendant advantages. It is, therefore, intended that such changes 
and modifications be covered by the following claims. 
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